Journal of Accountancy
Volume 29

Issue 1

Article 5

1-1920

Technique of Consolidated Returns
John W. Roberts

Follow this and additional works at: https://egrove.olemiss.edu/jofa
Part of the Accounting Commons

Recommended Citation
Roberts, John W. (1920) "Technique of Consolidated Returns," Journal of Accountancy: Vol. 29: Iss. 1,
Article 5.
Available at: https://egrove.olemiss.edu/jofa/vol29/iss1/5

This Article is brought to you for free and open access by the Archival Digital Accounting Collection at eGrove. It
has been accepted for inclusion in Journal of Accountancy by an authorized editor of eGrove. For more information,
please contact egrove@olemiss.edu.

Technique of Consolidated Returns
By John W. Roberts

Consolidated income-tax returns of affiliated corporations are
one of the most interesting developments of recent tax legislation.
The lawyer, who for years has taken care of his client’s incometax work, now finds such an intricate accounting problem thrust
upon him that he frequently recognizes the need of specialized
accounting assistance and calls in the services of a public account
ant. In order that the accounting profession may be prepared to
meet this situation in a creditable manner, every public accountant
should be devoting constant thought and study to this branch of
accounting, in which his services at any time may be required.
It is only by such continuous study and preparation that he can
expect to acquit himself well when the test comes.
For the preparation of consolidated returns the accountant
must be equipped both with a thorough knowledge of the law and
with a special technique to facilitate the compilation of a return
that will clearly state the facts in conformity with all the com
plexities of the law and present a record that will be susceptible
of proof at every step. It is not the purpose here to discuss the
law but the technique of its application in compiling the con
solidated return.
If we look to regulations 45 for a suggestion as to procedure,
we find the following in article 864:
As a first step in the computation a consolidated balance-sheet should
be prepared. . . . Such consolidated balance-sheet will show (a) the
capital stock of the parent or principal company in the hands of the public;
(b) the consolidated surplus belonging to the stockholders of the parent or
principal company; and (c) the capital stock, if any, of subsidiary com
panies not owned by the parent or principal company, together with the
surplus, if any, belonging to such minority interest. In computing consoli
dated invested capital the starting point is furnished by the total of the
amounts shown under (a), (b) and (c) above. This total must be increased
or diminished by any adjustments required to be made under the provisions
of sections 325, 326, 330 and 331 of the statute, and articles 811-818, 831-869,
931-934 and 941 of the regulations, except as otherwise provided in articles
865-868.

Two points are stated in this article. One is that the con
solidated balance-sheet should be made first and the adjustments
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applied afterwards. The other is that the consolidated balancesheet should show three classes of invested capital, the sum of
which is then subject to adjustments. The only way to interpret
this article is by an attempt to explain in a few words what
elements enter into consolidated invested capital, rather than by
dictum prescribing a required procedure. Few balance-sheets
submitted with consolidated returns make any attempt to show
separately

(a)
(b)

Parent company capital stock;
Portion of consolidated surplus owned by parent com
pany stockholders;
(c) Outstanding subsidiary capital stock and portion of con
solidated surplus attributable thereto.
Some such balance-sheets may exist, but the general practice
has been to show
(a) Capital stock of parent and subsidiaries in the hands
of the public;
(b) Consolidated surplus.

That most balance-sheets have been made out in this manner and
no objections have been raised by the treasury department sup
ports the interpretation given above, that article 864 is not in
tended to prescribe the procedure, but to explain the elements that
must ultimately be found in the invested capital.
And this interpretation applies with equal force to the other
point brought out in the same article. It is evident that the trea
sury department is not concerned as to whether the consolidation
is made first and the adjustments applied afterward or vice versa,
so long as the resulting figures for invested capital are correct and
are supported by a clear presentation of the adjustments made
and the processes of consolidation, so that the whole structure
will rest solidly on the books as a foundation.
The question, therefore, whether the adjustments or the con
solidation should come first, should not be considered as closed,
but as left open to be determined by experience and research in
favor of whichever method may prove the more serviceable to
all concerned.
The search through ancient records to determine invested
capital has resulted in placing on the books of corporations great
44
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numbers of retroactive journal entries. In fact it is quite usual
now, after the past history of the business has been thoroughly
investigated, to make such entries in the books as will correct
any entries of past years that may have been at variance with the
rules laid down for invested capital, so that in future returns the
invested capital may be found reflected in the book balances with
few, if any, adjustments. After the return has been completed
and filed, the client wants to know what entries must be made to
substantiate depreciation, etc., and what entries it would be desir
able to make to bring the books into complete agreement with
the invested capital shown in the return.
These entries, of course, must be placed on the books of the
several corporations, and a mass of adjustments applicable to the
consolidated balance-sheet is of little assistance. Before it can
be used it must be completedly reanalyzed and rewritten, first to
sort the adjustments by corporations and then to state them in
journal form. All this labor can be saved and a client satisfied,
by preparing the adjustments in the first instance in the form of
journal entries to be applied to the separate balance-sheets before
consolidation. The revenue agent also, who checks up the return,
will find the record more intelligible, especially if the above-men
tioned retroactive entries are subsequently made. And the
accountant derives the benefit of greater certainty in the detection
and correction of errors before his work is completed. By keeping
constantly in mind the ideal of such accounting as would comply
with all the requirements of the law and regulations he has a
definite criterion that will help him to make sure that the balancesheets and surplus accounts of the several companies have been
properly adjusted before proceeding to consolidate.
Since, therefore, article 864 was intended to set forth the un
derlying principles as to what invested capital should contain,
rather than to prescribe a procedure, and since the interests of the
revenue agent, the client and the accountant are better served by
the application of adjustments to the balance-sheets of the indi
vidual companies, there need be no hesitation in disregarding the
letter of the regulations in this particular to carry out their spirit.
It should be noted that even if an accounting system ideal for
tax purposes had been followed from the beginning by each com
pany, there might still remain some adjustments to be made on the
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return form after consolidation. For example, one of the limita
tions imposed upon intangible assets by the law is entirely arbi
trary and not intended in any way to influence the bookkeeping,
namely the limitation in 1917 to 20% and in 1918 to 25% of the
capital stock. But these adjustments on the return will be very
few and will not interfere with the clarity of the record.
To make clear the procedure proposed, the following outline
of the work and its result is given:

The accountant first prepares comparative balance-sheets for
each of the affiliated companies, with columns for the following,
(indentions indicating sub-headings:)

End of preceding year
Balance-sheet per books
Adjusting entries per schedule--------------- .
Debits
Entry number
Amount
Credits
Entry number
Amount
Adjusted balance-sheet
End of current year
Balance-sheet per books
Adjusting entries per schedule---------------.
Debits
Entry number
Amount
Credits
Entry number
Amount
Adjusted balance-sheet.
After filling in the “balance-sheet per books” under each date,
the schedule of adjusting entries is prepared by a scrutiny of the
balance-sheet and of the corporate history from which it is derived.
This schedule should consist of a list of entries in journal entry
form, giving in regard to each all details that would be required
if it were to be placed on the books, together with an explanation
46

Technique of Consolidated Returns

making clear the reasons why the entry is in order and referring
to the entries of prior years, if any, which it is intended to correct.
Many of these entries will be the same at the beginning and end
of the year, while some, though the same in nature, will differ in
amount, and others will appear only under one of the dates.
When it is found necessary to correct arbitrary depreciation
of previous years, it is desirable to prepare a complete statement
by years of the depreciation that should have been written off,
showing the resulting balances in the reserve at the end of each
year. Two entries should be made to adjust each balance-sheet,
one cancelling the reserve found in the books and the other
setting up the reserve that should have been accumulated and
referring to the schedule of depreciation described above which
should be furnished as schedule A-18 of the return. In such
cases, of course, the returns of prior years would have to be
amended to conform thereto, and the entries correcting the last
balance-sheet should be placed on the books.
Other entries will correct appreciations or arbitrary adjust
ments of values in the past, and the booking of such adjustments
will be optional. There usually are other adjustments which
should not be placed upon the books and do not represent cor
rections of erroneous bookkeeping in any sense but are made
for tax purposes only in order to bring the surplus into agree
ment with the requirements of the law. For example, dividends
declared and reserve for federal income and profits taxes, although
real liabilities, are, under the law and regulations, part of the
surplus until the payment thereof becomes due. Although these
should stand as liabilities on the books and in balance-sheets for
commercial purposes, it is desirable on the tax balance-sheets to
throw them into surplus, so as to show in surplus the balance that
is considered to be such in the law and regulations.
Interesting problems arise from the provision that deprecia
tion and depletion of assets acquired prior to March 1, 1913, are
based on the value as of that date (or in exceptional cases of
some later date) rather than on cost. These provisions in effect
imply that for determining income the assets should have been
adjusted by an appreciation or a write-off at March 1, 1913, and
yet the rules regarding invested capital disallow any such adjust
ment. This situation may be met by carrying two surplus ac47
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counts, one covering the surplus permissible as invested capital
and the other the surplus due to appreciation at March 1, 1913.
In order to claim depreciation or depletion on an enhanced
value as of March 1, 1913, it is required (1) that the value be
proved and (2) that it be set up in the books. It often devolves
upon the accountant to determine and prove the value—which
is usually a difficult matter, but one involving resourcefulness and
keen reasoning rather than technique. The booking of the appre
ciation ordinarily could not be done until after the accountant’s
work was finished and the return, prepared by him, approved
and accepted by the client. It would, therefore, appear as one of
the entries adjusting the balance-sheets and would be a charge
against either the asset account in question or a special account
“appreciation of ----------- asset at March 1, 1913,” and a credit
to “surplus due to appreciation at March 1, 1913.” Assuming
that depletion based on cost values has already found expression
in the books, effect would be given to depletion of this increased
value (and in like manner to depreciation) by entries applicable
to the initial and final balance-sheets charging “surplus due to
appreciation at March 1, 1913,” and crediting “reserve for deple
tion” with depletion accumulated from March 1, 1913, to the
respective dates, based on a rate obtained by dividing the appre
ciation by the recoverable units. If desired, a special depletion
reserve may be used to keep this class of depletion separate from
the other, in which case the sum of this reserve and the special
surplus would continue to equal the amount of the appreciation.
The schedule of adjusting entries to be applied to the balancesheets of the beginning and end of the year for each company can
be worked up as the investigation of that company’s history and
the solving of its particular problems progress. When it is
completed, the adjusting entries can be posted in the proper col
umns of the balance-sheets, and the figures for the adjusted bal
ance-sheets obtained by cross-footing. The accountant can then
study these adjusted balance-sheets to make sure that they
present the facts as they would appear if all the accounting from
the inception of the business had been such as the law intends.
After having thus reviewed the adjusted balance-sheet of each
of the affiliated companies and assured himself that it meets the
requirements of the tax return, the accountant can proceed to
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make up a consolidation of adjusted balance-sheets at each
date, with columns as follows:
Consolidated balance-sheet.
Eliminations per schedule--------------- .
Adjusted balance-sheet, company A.
Adjusted balance-sheet, company B.
Etc.
That the balance-sheets are of great importance, not only for
determining invested capital, but also for verifying the statement
of income, is too well understood to require discussion and is
illustrated by the emphasis placed by the treasury department on
the reconcilement of the taxable net income with the change in
surplus during the year. For this purpose two schedules are pro
vided in form 1120: schedule B to reconcile the taxable net in
come with the net profits for the year and schedule D to reconcile
the net profits for the year with the change in surplus exhibited
by the balance-sheets. There appears to have been no reason for
thus splitting up the reconcilement, unless it was thought that this
arrangement would conform to the accounting practice of the
largest number of corporations. There is certainly nothing in the
law or the logic of its application to make such a division neces
sary, and, where more convenient, a single direct reconcilement is
preferable. The reconcilement of the consolidated net income
with the consolidated balance-sheets is often a very involved and
difficult matter. The reconcilement, however, can be handled, in
conjunction with the consolidation of net income, in such a man
ner as to make a very clear presentation of the facts safeguarded
at every step against errors.
The method proposed is first to draw up for each company a
schedule with columns as follows:
Change in surplus per books.
Adjusting entries per schedule--------------- .
Debits
Entry number
Amount
Credits
Entry number
Amount
Change in surplus per adjusted balance-sheets.
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The first twenty-five lines of this schedule would cover the
same items of income and deductions as are shown in schedule A
of form 1120. Line 25 would be the taxable net income. From that
point down it would be continued as follows:
25 Taxable net income.
Add items not included:
Exempt interest on U. S. obligations.
Exempt interest on state and municipal bonds.
Dividends received on stock of domestic corporations.
Dividends out of profits prior to March 1, 1913.
Dividends from personal service corporations out of
profits prior to January 1, 1918.
Appreciation at March 1, 1913, of assets sold during the
year.
Etc.--------------------Total.
Deduct items not deducted:
Donations, gratuities and contributions.
Federal income and profits taxes.
Foreign income and profits taxes.
Insurance premiums for the benefit of the corporation.
Interest for carrying inadmissible assets.
Dividends.
Etc.---------------------

Total to be deducted.
Net change in surplus for the year.
Surplus beginning of year (including surplus due to
appreciation).
Surplus end of year (including surplus due to appreciation).
After analyzing all the items that constitute the change in sur
plus balance according to the books and filling in the column pro
vided for that purpose, the footings should agree with the surplus
balances brought forward to this schedule from the corresponding
columns of the balance-sheets.
The adjusting entries may then be inserted in the subsequent
columns, using the entries that have already been scheduled as
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adjustments to the balance-sheets. In this operation all entries
which are the same at the beginning and end of the year, both in
nature and amount, may be paired off and omitted. All other
entries should be posted, giving due heed to the rule that all adjust
ments made against the initial balance-sheet affect the surplus
account for the year inversely. In other words, although the
entries applicable to the final balance-sheet are posted to the surplus
schedule directly (i. e., entries debiting surplus are posted as
debits and entries crediting surplus are posted as credits), the
entries applicable to the initial balance-sheet are posted to the sur
plus reversely (i. e., entries debiting surplus are posted as credits,
and entries crediting surplus are posted as debits).
This schedule may then be cross-footed to produce the figures
for the last column, “change in surplus per adjusted balancesheets,” the footings of which should agree with the surplus bal
ances inserted in the last two lines. If the system has been cor
rectly followed, the figures appearing in the last column will show
interesting features. For instance, although the book figures for
dividends and federal income and profits taxes represent the divi
dends declared and taxes accrued, application of the adjusting
entries results in figures for the adjusted column that represent
the actual payments made during the year. Bad debts, which may
have been an estimated figure in the first column, are changed in
the last column to the amount of ascertained losses.
The consolidation of adjusted income and the reconcilement of
consolidated surplus are then prepared by making a schedule with
the same items for lines and with columns for

Consolidated.
Eliminations.
Company A as adjusted.
Company B as adjusted.
Etc.
The advantages claimed for this system of procedure may be
summarized as follows:
1. The preparation of separate adjusted balance-sheet and
surplus analysis for each company enables the accountant to work
with a definite criterion in mind as to the propriety and adequacy
of the adjustments made, and, if employing numerous assistants on
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the work, to gauge the results of each adjustment before passing
it into the consolidation.
2. The adjustments, being in the form of journal entries
applicable to separate companies—ready, if needed, to be placed
on the books—are much more useful to the client than a long list of
adjustments applicable to the consolidated balance-sheet.
3. The subsequent entry of these adjustments on the books
does not alter the adjusted balance-sheet of the individual com
pany nor the consolidated balance-sheet.
4. The record is clear from the books of the several com
panies to the final computation of the tax.
5. The schedules furnished constitute the essential working
papers and may be compiled, particularly the list of adjusting
entries, as the accountant proceeds with the investigation and
solves one point after another in the history of the business.
It has been said that there is always more than one way of
getting around a stump, and that is doubtless as true regarding the
procedure for consolidated returns as anything else. The method
proposed in this article, although it has been used with satisfactory
results, is not the only way to handle the matter. Undoubtedly
accountants interested in this branch of accountancy have devised
many different systems, each with its own advantages; but thus
far little has been published on the subject, and it is hoped that
this article will lead to others, thereby eventually bringing out the
wisdom that comes only from discussion.
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